The paper investigates the effect of foreign aid on governance. Foreign aid's effect on the quality of governance remains a widely debated topic. Theory provides conflicting guidance on this and the empirical record of previous research is not conclusive and often contradictory. Our research on a sample of South Asian and East Asian countries suggests that aid can have a positive effect on governance when controlling for other country factors. The estimated results also suggest that multilateral aid has a positive effect on the quality of governance, but the effect of bilateral aid on the quality of governance is either negative or insignificant. These results have important policy implications for donor countries and multilateral institutions alike.
Introduction
In the post-WWII period, foreign aid from developed countries and multilateral organizations played a significant role in the growth dynamics of developing countries. Inspired by the success of the US-led Marshall Plan in restoring economic stability in war-ravaged Europe, many foreign assistance programs were launched in this period to assist developing countries. The effect on growth in many of these aid recipient countries, however, turned out to be less than satisfactory, which has generated an intense debate among development economists about the efficacy of aid programs.
Based on the theoretical development of the 1950's and 1960's, the traditional pro-aid view holds that foreign aid complements the recipient economies' domestic resources, relieves foreign exchange constraints, transfers modern know-how, and facilitates easy access to global market-all of which contribute to positive economic growth (Chenery, 1965; Papanek, 1972) . In contrast, the radical anti-aid view holds that foreign aid supplants domestic resources, worsens domestic income inequality and trade balance, funds the transfer of inappropriate technology, and in general helps sustain inefficient and corrupt governments in developing countries (Griffin & Enos, 1970; Weisskopf, 1972 ). An interesting area of research has recently emerged that explores the relationship between foreign aid and the quality of governance in developing countries.
The criticality of foreign aid to the economic growth in developing countries arises from the investment deficit faced by these countries as also in the potential contribution of foreign aid in reducing market imperfections (Harms & Lutz, 2004) . In spite of significant foreign aid over the decades, however, many countries have not been able to grow out of poverty. Collier (2007) , in his well discussed book, identifies four reasons or four "traps" why so many millions are still trapped in extreme poverty, one of which is the poor governance of the aid-recipient countries. The importance of governance stems from the fact that governments have a role in ensuring a macro-organizational environment in which markets can function efficiently (Dunning, 1992) . The role and quality of governance/institutions has a bearing on the economic and non-economic sectors of a country and is crucial for competitiveness and innovation (Niosi, 2002) , more so in a globalized economy of today. The efficiency and the efficacy of the political and legal systems provide the requisite stability and predictability for businesses to operate. They affect both domestic and foreign businesses alike, but to the extent that foreign investors have a choice they are more likely to invest in countries with good governance. Good governance can thus help make the country a more attractive destination for foreign direct investment. encouraging corruption and other rent seeking activities, fueling conflict between competing interest groups over access to aid funds, and diverting human resources from the public sector to aid-funded projects (Tavares, 2003; Brä utigam & Knack, 2004; Ear, 2007; Asongu, 2013) . The World Bank admits that the huge increase in foreign aid packages to developing countries has inadvertently contributed to the "opportunities of malfeasance" (World Bank, 1989, p. 27) . Knack (2001) contends that increased aid-dependence offers a "crutch" to countries with poor economic policies and weak governance. It can lead countries to substitute donor resources and expertise for their own (Goldsmith, 2000) . Ali and Isse (2003) concluded that foreign aid "strengthens the predatory power of the government ... and creates opportunities for the government to proliferate…".
On the other side of the debate, several studies have argued that foreign aid affects the quality of governance positively (Goldsmith, 2001; Dunning, 2004; Ear, 2007; Charron, 2011; Okada & Samreth, 2012) . These studies contend that aid can improve the quality of civil administration, boost policy and planning capacity, and strengthen central institutions. Foreign aid may alleviate revenue constraints allowing recipient governments to pay higher salaries to public sector workers, which may provide incentives for more efficient governance. Aid can also provide foreign technical assistance to build legal systems and domestic institutions boosting governance effectiveness. Furthermore, aid donors can impose pre-conditions on the recipient countries to initiate specific reforms to improve the quality of governance prior to receiving aid packages. International oversight by aid donors may also enhance accountability of recipient governments. Finally, successful foreign aid programs can contribute to overall economic growth and human development, which in turn can result in good governance. South Korea and Taiwan are good examples of how foreign aid has contributed to institution building process in East Asia, while Botswana is a good illustration of it in sub-Saharan Africa (Brä utigam & Knack, 2004) .
This study uses 1996-2013 panel data from 14 developing countries in South Asia and East Asia to analyze the impact of foreign aid on the quality of governance. The sample countries include 7 countries from South Asia (Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and Sri Lanka) and 7 countries from East Asia (Cambodia, China, Indonesia, Lao, Malaysia, Philippines and Vietnam). These countries were selected for this study as they provide a good sample of moderately to heavily aid-dependent developing countries with dubious quality of governance. The figures presented in Table A1 (Appendix) show that the global average for foreign aid/GNI (0.19%) is significantly smaller than that of each region in the sample (S. Asia: 4.14%, E. Asia: 3.84%), which suggests that compared to the rest of the world both regions are highly dependent on foreign aid. The global average score for each of six indicators of governance also far exceeds the average score of each region, which suggests that both regions suffer from poor quality of governance in all six areas. The average ODA/GNI figures reveal that South Asia is slightly more aid-dependent than East Asia (4.14% vs. 3.84%), and the average composite governance indicators suggest that South Asia has slightly better quality of governance than East Asia (-0.46 vs. -0.50) .
The impetus for the study stems from the fact that while there are numerous studies analyzing the effect of aid on the quality of governance, none is focused exclusively on East Asia and South Asia. Although some countries from this sample have been included in other studies, by focusing exclusively on countries in this region, the study makes a unique contribution to the literature by improving our knowledge of the aid-governance dynamics in these emerging economies. Additionally, a deeper understanding of the aid-governance dynamics will assist in devising strategies to promote long-term economic efficiency of the region and indeed of developing countries in general.
The paper is structured as follows: the literature survey is followed by a section dealing with the model and methodology of the study, discussion of the results and finally conclusion.
Literature Review
A number of empirical studies have investigated the relationship between foreign aid and governance quality or some type of democratic performance outcome in the recipient countries. It has been argued that significant aid on a sustained basis may adversely affect governance. Instead of building capacity, aid may substitute for local efforts thus reducing the incentive for institution building. By making the recipient countries aid dependent, it reduces local ownership and accountability of development efforts and lowers the incentive for augmenting tax revenues (Brä utigam, 2000) . Thus, Knack (2001) found a significant and negative relationship between aid and quality of governance in recipient nations; specifically, some types of aid, e.g. technical assistance, weaken bureaucratic quality and rule of law. Similarly, Brä utigam and Knack (2004) analyzed the aid-quality of governance relationship for 32 sub-Saharan countries and found a robust and negative relationship between them. The study also found that the aid donors tend to give more aid to countries with improving level of governance.
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International Business Research Vol. 8, No. 9; 2015 Heckelman and Knack (2005) used data on governance quality from the Economic Freedom and found that aid dependence weakens market-liberalizing reforms. Knack and Rahman (2007) Foreign aid can however also lead to better governance, especially if aid is linked to improved governance and provides technical support towards good governance and generally by aiding in human development of the recipient countries (Ear, 2007) . Goldsmith (2001) found that higher aid/GDP ratio is associated with higher levels of democratic performance and economic freedom in sub-Saharan Africa. Dunning (2004) found that when the sample used in Goldsmith (2001) is disaggregated into the Cold-War and post-Cold War periods, the positive relationship between aid and democratization in sub-Saharan Africa holds only in the latter period. Okada and Samreth (2012) contended that foreign aid is likely to be utilized more efficiently in low-corruption countries, which, inter alia, may improve the quality of institutions and governance. They also argued that multilateral aid is more effective in reducing corruption than bilateral aid, which is due to the fact that multilateral aid is often tied to the recipient countries' commitment to promotion of institutional quality and reduction of corruption, but bilateral aid is often dictated by geo-political strategic interest of donor countries and their historical relationships with recipient countries, regardless of institutional reforms or quality of governance in recipient countries.
A number of studies have found that foreign aid reduces corruption in recipient countries, which is an important attribute of quality of governance. Svensson (2000) used a game-theoretic rent-seeking model on panel data from 66 aid recipient countries, and found a weak, but robust negative relationship between foreign aid and corruption. Similarly, Tavares (2003) found that aid reduces corruption in his study of the impact of aid from the 11 largest OECD countries to non-OECD countries. He attributed this to the conditionality effect-aid donors can enforce strict rules and conditions on the recipient countries, thus limiting the discretion of their officials and reducing the incidence of corruption.
Ear (2007) used data from 209 countries and territories for five years (1996, 1998, 2000, 2002 and 2004) to analyze the effects of aid on quality of governance. The study used data from the Worldwide Governance Indicators (WGI) for six dimensions of governance (voice and accountability, political stability, government effectiveness, regulatory quality, rule of law, and control of corruption). A composite Governance Index, a simple un-weighted average of the six dimensions of governance, was also used. Using panel estimation methodology, the study found that aid dependence worsens only one dimension of governance (rule of law), but the statistical evidence is not very strong. The study concluded that the causal relationship between aid and quality of governance may not be very robust.
Among the recent studies, Asongu (2013) analyzed the impact of foreign aid on a broad set of institutional quality indicators using the WGI data for a sample of 52 African countries covering the period 1996-2010. Population growth, trade, democracy, public investment, legal system, religion and income level were used as exogenous variables. The results suggest that foreign aid has weakened economic governance (regulation quality and government effectiveness) and institutional governance (corruption control and rule of law) in Africa; the impact of aid on political governance (political stability and voice and accountability) was insignificant.
Model, Methodology and Data
The purpose of this study is to analyze the impact of foreign aid on the quality of governance in South Asia and East Asia. Data from 7 countries from each region i.e. a total of 14 countries for the period 1996-2013 was analyzed using panel estimation methodology. The following model was employed.
Quality of Governance i,t = α + β 1 Foreign Aid i,t + β 2 Education i,t + β 3 Population i,t + β 4 Economic Development i,t + β 5 Colonial Legacy i,t + β 6 Region i,t + ε i,t
The dependent variable is the quality of governance and the independent variables are foreign aid, education, population, economic development, colonial legacy/history and regional difference. A second version of the model where foreign aid is disaggregated into multilateral aid and bilateral aid was also estimated.
Selection of these exogenous variables was guided by the extant empirical literature. Foreign aid (as a share of national income) is the variable of interest and is included in the model. Human capital is expected to directly impact governance quality; education level, as a proxy of human capital, is thus included in the model (Heckelman & Knack, 2005) . Population growth can contribute to higher quality of governance, if economies of Vol. 8, No. 9; 2015 scale are associated with establishment of effective institutions (Knack, 2001; Brä utigam & Knack, 2004; Ear, 2007) . Economic development can generate tax revenues for public coffers, which can improve the quality of governance by alleviating funding constraints (Goldsmith, 2001; Knack, 2001; Brä utigam & Knack, 2004; Dunning, 2004; Ear, 2007) . The legal, judicial and other civil administration systems in countries that experienced long history of European colonialism can be different from other countries (Goldsmith, 2001; Dunning, 2004) . A dummy variable has been added to account for the European colonial history of the sample countries. Finally, the quality of governance may be influenced by cultural traditions (Brä utigam & Knack, 2004) . A second dummy variable (Region) has been added to account for the cultural differences between South Asia and East Asia.
Data on quality of governance was obtained from the Worldwide Governance Indicators (WGI). The WGI indicators represent six broad dimensions of governance that are constructed with a large dataset on perceptions of governance collected from many survey institutes, think tanks, NGOs and private firms (Note 1). The WGI indicators are available for over 200 countries since 1996. The six indicators of governance quality and their definitions from the WGI dataset (WGI, 2014) are reproduced below.
i. Voice and Accountability -Reflects perceptions of the extent to which a country's citizens are able to participate in selecting their government, as well as freedom of expression, freedom of association, and a free media. ii. Political Stability and Absence of Violence/Terrorism -Reflects perceptions of the likelihood that the government will be destabilized or overthrown by unconstitutional or violent means, including politically-motivated violence and terrorism. iii. Government Effectiveness -Reflects perceptions of the quality of public services, the quality of the civil service and the degree of its independence from political pressures, the quality of policy formulation and implementation, and the credibility of the government's commitment to such policies. iv. Regulatory Quality -Reflects perceptions of the ability of the government to formulate and implement sound policies and regulations that permit and promote private sector development. v. Rule of Law -Reflects perceptions of the extent to which agents have confidence in and abide by the rules of society, and in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence. vi. Control of Corruption -Reflects perceptions of the extent to which public power is exercised for private gain, including both petty and grand forms of corruption, as well as "capture" of the state by elites and private interests.
On each one of these six indicators, countries are scored from -2.5 (weak quality of governance) to 2.5 (strong quality of governance), so a higher score on these indicators reflects higher quality of governance. Following Knack (2001) and Ear (2007) , a composite measure of the quality of governance was computed by taking a simple average of the six indicators. Therefore, a total of seven versions of equation (1) were estimated with each of the six indicators as well as the composite indicator of governance as the dependent variable.
Data on three types of aid (total aid, multilateral aid, and bilateral aid-each as percentage of GNI), education (secondary school enrolment as a percentage of population), population (log of national population), and economic development (log of per capita GNI in current US$) was collected from the World Development Indicators (World Bank 2014).
The literature holds that there may exist a simultaneous relationship between foreign aid and the quality of governance. To check for the presence of this relationship, Granger Causality tests were run on foreign aid and the composite quality of governance for each one of the 14 sample countries. These tests were also run for each possible pair between multilateral aid (and also bilateral aid) and the six components of governance. The Granger Causality test results revealed the presence of simultaneity between aid and governance variables (Note 2). To address this simultaneity/endogeneity problem, this study uses 5-year rolling average of lagged foreign aid, multilateral aid and bilateral aid as explanatory variables of quality of governance. The 5-year rolling average also reduces annual volatility in aid time series. Tables 1-2 below (and Tables A2-A7 in autocorrelation in homoscedastic panels (Note 3). A total of seven regression models were estimated. In the first regression, the dependent variable was the composite measure of quality of governance, followed by six models where the dependent variables are the six components of governance (voice and accountability, political stability, etc.). Each model is also re-estimated by disaggregating the total volume of foreign aid into multilateral aid and bilateral aid. Table 1 shows that all the explanatory variables except for education are generally statistically significant in either the random effects model or FGLS model or in both the models. The effect of aggregate foreign aid on the composite measure of quality of governance appears positive and though marginally insignificant in the Random Effects model, is highly significant in the FGLS model. When total aid is disaggregated into multilateral aid and bilateral aid, it is found that multilateral aid has a positive effect on the quality of governance in both models, but the effects of bilateral aid is either negative or insignificant. Note. **Coefficient statistically significant at 5%; *Coefficient statistically significant at 10%.
Discussion of Results
Among the other explanatory variables, tax revenues, economic development and European colonial legacy appear to have positive effects on the composite measure of quality of governance (Table 1) , which is in line with a priori expected signs. However, education is generally not significant (indeed has a negative coefficient against the composite value of governance). This is surprising since human capital is expected to impact governance quality. One plausible explanation is that the individual variables may not be acting in isolation but in concert with each other. In other words, the effect of education on governance is being moderated by the other variables, which is not being captured by the results. There appears to be some evidence that the quality of governance is better in South Asia over East Asia, which could be due to socio-cultural or other differences not accounted by the other explanatory variables.
The effects of population size on the quality of governance and its six components generally appear to be negative, which is contrary to the a priori expected sign. The literature holds that there should be economies of scale effect of establishing effective institutions. However, this study finds a diseconomies of scale effect, which is plausible considering that the sample used in this study includes the world's top two most populous countries (China and India) and three other countries (Indonesia, Pakistan and Bangladesh) that are also ranked among the world's top 10 most populous countries. Due to huge populations, government resources per capita are stretched thin in several countries in the sample, which may explain the negative effect of huge population on quality of governance, and hence the diseconomies of scale effect. Table 2 summarizes the detailed results from Tables A2-A7 and shows similar results with respect to foreign aid. The effects of multilateral aid on each one of the six components of governance are statistically significant and positive except in the RE model for regulatory quality (Table A5 ). The effects of bilateral aid on these components are, however, either insignificant or negative except in the case of government effectiveness in the FGLS model and regulatory quality in the RE model (Table A4 and A5). These results lend credence to the www.ccsenet.org/ibr
International Business Research Vol. 8, No. 9; 2015 hypothesis that multilateral aid is more effective than bilateral aid in promoting the quality of governance in recipient countries, because multilateral aid is often tied to the recipient countries' commitment to promotion of institutional quality. Bilateral aid on the other hand is often dictated by geo-political strategic interest of donor countries, which may have no effect or even negative effect on the quality of governance. The overall diagnostic statistics (measured by Wald χ 2 , overall R 2 and log likelihood statistics) came out generally satisfactory.
Conclusions and Future Research
This study very clearly establishes a positive relationship between aid and governance. The findings of the study are important, based as it is on a sample of 14 countries, which constitute a highly populated region of the developing world and account for a significant proportion of the global foreign aid. The results of the study add to our understanding of the role of foreign aid vis-à -vis governance and add weight to the body of literature arguing for the beneficial effect of aid on governance. This is especially important since earlier research findings on the association of aid to governance quality are not conclusive and indeed conflicting. Specifically, this research establishes the efficacy of multilateral aid vis-à -vis bilateral aid in its positive influence on governance.
As all similar studies, this study suffers from the inherent limitation of sample selection and the results are not necessarily generalizable to other regions/countries. However, if the findings especially that of the differential impact of multilateral aid vis-à -vis bilateral aid are replicated in other studies, it can have significant policy implications for donor countries and institutions.
Future researchers may consider expanding the estimation model by including additional explanatory variables such as ethnic heterogeneity and civil strife which may have a bearing on governance quality.
A suggested follow up to a study of foreign aid's effect on governance would be to analyze the impact of governance to a country's economic growth. We suspect though that once again the results may not be conclusive since the effect is likely to vary by each country's industrial profile. Some industries are likely to be more sensitive to governance quality than others and thus depending on the mix of a host country's industries, the effect on growth may vary by country, unless controls for governance sensitivity of industry are included in the model.
Notes
Note 1. Details on the WGI data, aggregation method, and interpretations can be found in Kaufmann et al. (2010 
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